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These synopses are intended only as aids to the reader in
identifying the subject matter covered. They may not be
relied upon as authoritative interpretations.

INCOME TAX

Rev. Rul. 2007-37, page 1390.

Cancellation of distributorship agreement. This ruling
holds that the cancellation of an agreement to distribute a
manufacturer's products may be a sale or exchange of prop-
erty. The gain may be capital gain or treated as capital gain
and may be subject to recapture.

REG-149856-03, page 1394.

Proposed regulations provide rules under section 152(e) of the
Code relating to a claim that a child is a dependent by parents
who are divorced, legally separated under a decree of separate
maintenance, separated under a written separation agreement,
or who live apart at all times during the last 6 months of the
calendar year.

Notice 2007-47, page 1393.

Deductibility of lodging expenses. This notice announces
that the Service and the Department of the Treasury intend to
amend regulations section 1.262-1(b)(5) to provide that the
costs of a taxpayer's lodging not incurred while traveling away
from home may qualify as deductible expenses under section
162 of the Code and thus would not be nondeductible personal
expenses. The notice also provides interim guidance on the
criteria that apply to determine whether these costs are de-
ductible expenses pending the issuance of the amended regu-
lations.

EMPLOYEE PLANS

T.D. 9325, page 1386.

Final regulations under section 401 of the Code provide rules
permitting in-service distributions to be made to a participant
from a pension plan upon the participant's attainment of nor-
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mal retirement age. A plan’s normal retirement age must be
an age that is not earlier than the earliest age that is reason-
ably representative of the typical retirement age for the indus-
try in which the covered workforce is employed. A transition
rule under section 411(d)(6) permitting the elimination of cer-
tain in-service distribution rights is provided. These regulations
affect sponsors of, and participants in, tax-qualified plans.

REG-143601-06, page 1398.

Proposed regulations under section 430 of the Code provide
generally applicable mortality tables to be used in determining
present value or making any computation for purposes of apply-
ing the minimum funding requirements for single employer qual-
ified defined benefit pension plans pursuant to changes made
by the Pension Protection Act of 2006 (Pub. L. No. 109-280).
The regulations also provide guidance regarding an employer’s
request to use its own plan-specific mortality tables.

ADMINISTRATIVE

Announcement 2007-57, page 1418.

This document contains corrections to final regulations
(T.D. 9319, 2007-18 I.R.B. 1041) regarding the limitations of
section 415 of the Code, including updates to the regulations
for numerous statutory changes, since comprehensive final
regulations were last published under section 415.



The IRS Mission

Provide America’'s taxpayers top quality service by helping
them understand and meet their tax responsibilities and by

Introduction

The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

applying the tax law with integrity and fairness to all.

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related ltems, and Subpart B, Leg-
islation and Related Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury's Office of the Assistant Sec-
retary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code

of 1986

Section 197.—Amortization
of Goodwill and Certain
Other Intangibles

Gain to a distributor from the cancellation of an
agreement to distribute a manufacturer’s products is
section 1231 gain and may be treated as capital if the
agreement is property of a character subject to the
allowance for depreciation under section 167. For
this purpose, property is treated as being of such a
character if it is amortizable under section 197. See
Rev. Rul. 2007-37, page 1390.

Section 401.—Qualified
Pension, Profit-Sharing,
and Stock Bonus Plans

26 CFR 1.401(a)-1: Post—ERISA qualified plans and
qualified trusts; in general.

T.D. 9325

DEPARTMENT OF

THE TREASURY

Internal Revenue Service
26 CFR Part 1

Distributions From a Pension
Plan Upon Attainment of
Normal Retirement Age

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Final regulations.

SUMMARY: This document contains fi-
nal regulations under sections 401(a) and
411(d)(6) of the Internal Revenue Code.
These regulations provide rules permitting
distributions to be made from a pension
plan upon the attainment of normal retire-
ment age prior to a participant’s sever-
ance from employment with the employer
maintaining the plan. These regulations
provide the public with guidance regarding
distributions from qualified pension plans
and will affect administrators of, and par-
ticipants in, such plans.

DATES: Effective Date: These regulations
are effective May 22, 2007.

Applicability Dates:  These regu-
lations are generally applicable May
22, 2007. For dates of applicability,
see §§1.401(a)-1(b)(4) and 1.411(d)—4,
A-12(a).

FOR FURTHER INFORMATION
CONTACT: Cathy A. Vohs at (202)
622-6090 or Janet A. Laufer at (202)
622-6080 (not a toll-free number).

SUPPLEMENTARY INFORMATION:
Background

Section 401(a) sets forth the qualifica-
tion requirements for a trust forming part
of a stock bonus, pension, or profit-shar-
ing plan of an employer. Several of these
qualification requirements are based on
a plan’s normal retirement age. Section
411(a)(8) defines the term “normal retire-
ment age” as the earlier of (a) the time a
participant attains normal retirement age
under the plan or (b) the later of the time
a plan participant attains age 65 or the 5th
anniversary of the time a plan participant
commenced participation in the plan.

The definition of normal retirement age
is important in applying the rules under
section 411(b) which are designed to pre-
clude avoidance of the minimum vesting
standards through the backloading of ben-
efits (for example, a benefit formula un-
der which the rate of benefit accrual is in-
creased disproportionately for employees
with longer service) because those rules
are based on the benefit payable at normal
retirement age. Normal retirement age is
also relevant for applying the rules relat-
ing to suspension of benefits under section
411(a)(3)(B) and the rules under section
411(b)(1)(H)(ii) that permit a plan to off-
set accruals after normal retirement age by
either the actuarial value of distributions
made after normal retirement age or the
actuarial value of increases in the benefits
due to delay in payment. Normal retire-
ment age is also used in determining the
minimum benefit for non-key employees
in the case of a top-heavy defined bene-
fit plan. See section 416(c)(1)(A) and (E).
Also, the vesting requirements of sections

401(a)(7) and 411 are based upon normal
retirement age.

Section 411(d)(6) generally prohibits a
qualified plan from being amended to re-
duce a participant’s accrued benefit and,
for this purpose, an elimination or reduc-
tion of an early retirement benefit or a re-
tirement-type subsidy, or an elimination of
an optional form of benefit, is treated as
a reduction in the accrued benefit. The
Secretary has the authority under section
411(d)(6) to allow amendments that elimi-
nate an optional form of benefit.

Section 401(a) permits three types of
plans to qualify under section 401(a):
stock bonus, pension, and profit-shar-
ing plans. Section 1.401-1(a)(2)(i) and
(®)(1)(d) of the Income Tax Regula-
tions interprets what it means to be a
“pension plan,” and has done so since
the publication of those regulations
as T.D. 6203, 1956-2 C.B. 219 (see
§601.601(d)(2)(ii)(D)). These regula-
tions (the 1956 regulations) provide that
a qualified plan under section 401(a) is
a program and arrangement which is es-
tablished and maintained by an employer
“in the case of a pension plan, to pro-
vide for the livelihood of the employees
or their beneficiaries after the retirement
of such employees through the payment
of benefits determined without regard to
profits.”! The 1956 regulations defining a
qualified pension plan further provide that
a pension plan must be “a plan established
and maintained by an employer primarily
to provide systematically for the payment
of definitely determinable benefits to his
employees over a period of years, usually
for life, after retirement.”

Following the enactment of the Em-
ployee Retirement Income Security Act
of 1974 (ERISA), 93 Public Law 406
(88 Stat. 829), the regulations under
section 401(a) were modified to provide
that the 1956 regulations continued to
apply, except as otherwise provided. See
§1.401(a)-1(b)(1)(1) and (ii). Accordingly,
a pension plan is generally not permitted
to pay benefits before retirement. See also
Rev. Rul. 56-693, 1956-2 C.B. 282, as

I This rule is limited to a pension plan, which is either a defined benefit plan or a defined contribution plan that is not a stock bonus or profit-sharing plan (generally referred to as a money
purchase pension plan). Other rules apply to stock bonus plans and profit-sharing plans.
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modified by Rev. Rul. 60-323, 1960-2
C.B. 148 (see §601.601(d)(2)(ii)(D)).

Rev. Rul. 71-24, 1971-1 C.B. 114,
(see §601.601(d)(2)(ii)(b)) provides guid-
ance for the treatment of benefits under a
pension plan for employees who continue
employment after normal retirement age.
Rev. Rul. 71-24 includes an example
that indicates that benefits are permitted to
commence during employment after nor-
mal retirement age.

Rev. Rul. 71-147, 1971-1 C.B. 116,
(see §601.601(d)(2)(ii)(b)) provides that
the normal retirement age in a pension or
annuity plan is generally the lowest age
specified in the plan at which the employee
has the right to retire without the consent of
the employer and receive retirement bene-
fits based on the amount of the employee’s
service on the date of retirement at the full
rate set forth in the plan (that is, without ac-
tuarial or similar reduction because of re-
tirement before some later specified age).
While ordinarily the normal retirement age
under pension and annuity plans is age 65,
Rev. Rul. 71-147 permitted a different
age to be specified, but an age lower than
65 was permitted only if the age repre-
sented the age at which employees custom-
arily retire in the particular company or in-
dustry, and was not a device to accelerate
funding.

Following the enactment of section
411(a)(8) (defining normal retirement age
as described earlier in this preamble) under
ERISA, Rev. Rul. 71-147 was modified
by Rev. Rul. 78-120, 1978-1 C.B. 117
(see §601.601(d)(2)(ii)(b)). Under Rev.
Rul. 78-120, for purposes of section 411,
a pension plan is permitted to have a nor-
mal retirement age lower than age 65,
regardless of the age at which employees
customarily retire in the particular com-
pany or industry.

Section 401(a)(36), added by section
905(b) of the Pension Protection Act of
2006, Public Law 109-280 (120 Stat. 780)
(PPA °06), provides that a trust forming
part of a pension plan is not treated as fail-
ing to constitute a qualified trust under sec-
tion 401(a) solely because the plan pro-
vides that a distribution may be made from
such trust to an employee who has attained
age 62 and who is not separated from em-
ployment at the time of such distribution.

Section 401(a)(36) applies to distributions
in plan years beginning after December 31,
2006.

On November 10, 2004, a notice of
proposed rulemaking (REG-114726-04,
2004-2 C.B. 857) under section 401 was
published in the Federal Register (69 FR
65108) (the proposed regulations). The
proposed regulations would have allowed
in-service distributions after normal retire-
ment age, but would not have permitted a
normal retirement age to be set so low as
to be a subterfuge to avoid qualification
requirements. The proposed regulations
would also have permitted in-service dis-
tributions before normal retirement age
under a bona fide phased retirement pro-
gram.

On March 14, 2005, the IRS held a
public hearing on the proposed regula-
tions. Written comments responding to
the notice of proposed rulemaking were
also received. In light of the enactment of
section 401(a)(36) by PPA ’06, only por-
tions of the proposed regulations are being
finalized at this time. The IRS recently
issued a notice requesting comments as
to whether the portions of the proposed
regulations relating to in-service distri-
butions pursuant to a bona fide phased
retirement program should be finalized.
See Notice 2007-8, 2007-3 L.R.B. 276
(see §601.601(d)(2)(ii)(b)). The portions
of the proposed regulations relating to nor-
mal retirement age and in-service distribu-
tion upon attainment of normal retirement
age are being finalized by this Treasury
Decision. The significant revisions to the
proposed regulations are discussed in this
preamble.

Explanation of Provisions and
Summary of Comments

1. Overview

This Treasury Decision modifies exist-
ing regulations, including the regulations
at §1.401(a)-1 which generally require a
pension plan to be maintained primarily to
provide systematically for the payment of
definitely determinable benefits after re-
tirement. These regulations provide two
exceptions to this rule. First, they clarify
that a pension plan is permitted to com-
mence payment of retirement benefits to

a participant after the participant has at-
tained normal retirement age. The regu-
lations also provide rules on how low a
plan’s normal retirement age is permitted
to be and include a related exception to
the anti-cutback rules of section 411(d)(6)
to allow conforming amendments during
a transitional period. Second, the regula-
tions reflect the provisions of new section
401(a)(36).

II. Normal Retirement Age

A. In General

These regulations adopt the rule of the
proposed regulations under which a pen-
sion plan (a defined benefit plan or money
purchase pension plan) is permitted to pay
benefits upon an employee’s attainment
of normal retirement age, even if the em-
ployee has not yet had a severance from
employment with the employer maintain-
ing the plan. Comments generally sup-
ported the inclusion of this rule as reflect-
ing existing practice among some pension
plans, based on an example in Rev. Rul.
71-24.

These regulations also include rules re-
stricting a plan’s normal retirement age.
The proposed regulations would have pro-
vided that a plan’s normal retirement age
could not be set so low as to be a sub-
terfuge to avoid the requirements of sec-
tion 401(a), and, accordingly, normal re-
tirement age could not be earlier than the
earliest age that is reasonably represen-
tative of a typical retirement age for the
covered workforce.2 Some comments ex-
pressed concern about the specifics of this
rule, including concern about how it might
be applied in various circumstances, and
suggested that the regulations contain a
safe harbor for which there would be no
need for a demonstration of the typical re-
tirement age for the covered workforce.

These final regulations modify the pro-
posed regulations to replace the subterfuge
standard with a requirement that the nor-
mal retirement age under a plan be an age
that is not earlier than the earliest age that
is reasonably representative of the typical
retirement age for the industry in which the
covered workforce is employed. To ad-
dress comments about the need for a safe
harbor age, these regulations provide that

2 The preamble to the proposed regulations noted that, while a low normal retirement age may have a significant cost effect on a traditional defined benefit plan, this effect is not as significant
for defined contribution plans or for certain hybrid defined benefit plans.
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a normal retirement age of at least age 62
is deemed to be not earlier than the typi-
cal retirement age for the industry in which
the covered workforce is employed. Thus,
a plan satisfies this safe harbor if its nor-
mal retirement age is age 62, or if its nor-
mal retirement age is the later of age 62 or
another specified date, such as the later of
age 62 or the fifth anniversary of plan par-
ticipation. However, a plan that is subject
to section 411 cannot provide for a normal
retirement age that is later than the later of
the time the participant attains age 65 or
the fifth anniversary of the time the partic-
ipant commenced participation in the plan.
See section 411(a)(8)(B).

If a plan’s normal retirement age is
earlier than age 62, the determination of
whether the age is not earlier than the
earliest age that is reasonably represen-
tative of the typical retirement age for
the industry in which the covered work-
force is employed is based on all of the
relevant facts and circumstances. If the
normal retirement age is between ages 55
and 62, then it is generally expected that
a good faith determination of the typical
retirement age for the industry in which
the covered workforce is employed that is
made by the employer (or, in the case of a
multiemployer plan, made by the trustees)
will be given deference, assuming that the
determination is reasonable under the facts
and circumstances. However, a normal re-
tirement age that is lower than age 55 is
presumed to be earlier than the earliest
age that is reasonably representative of
the typical retirement age for the industry
of the relevant covered workforce absent
facts and circumstances that demonstrate
otherwise to the Commissioner.

In the case of a plan where substantially
all of the participants in the plan are qual-
ified public safety employees (within the
meaning of section 72(t)(10)(B), as added
by section 828 of PPA ’06), a normal re-
tirement age of age 50 or later is deemed
not to be earlier than the earliest age that
is reasonably representative of the typical
retirement age for the industry in which
the covered workforce is employed. Un-
der section 72(t)(10)(B), a qualified public
safety employee means any employee of
a State or political subdivision of a State
who provides police protection, firefight-
ing services, or emergency medical ser-
vices for any area within the jurisdiction
of such State or political subdivision.

2007-24 |.R.B.

B. Section 411(d)(6) Relief

These regulations include an amend-
ment to the existing regulations under
section 411(d)(6) to permit a plan to be
amended during a transition period to
conform to the rules concerning normal
retirement age. Thus, a plan amendment
that changes the normal retirement age
under the plan to a later normal retirement
age (pursuant to these regulations) does
not violate section 411(d)(6) merely be-
cause the amendment eliminates a right
to an in-service distribution prior to the
amended normal retirement age. How-
ever, this rule does not provide any other
relief. For example, this rule does not
permit the amendment to reduce benefits
in some other manner that fails to satisfy
section 411(d)(6). Neither does the rule
provide relief under section 411(a)(9) (re-
quiring that the normal retirement benefit
not be less than the greater of any early
retirement benefit payable under the plan
or the benefit under the plan commenc-
ing at normal retirement age), section
411(a)(10) (if the amendment changes the
plan’s vesting rules), or section 4980F
(or section 204(h), the parallel provision
of ERISA) (relating to amendments that
reduce the rate of future benefit accrual).
See also Rev. Rul. 81-210, 1981-2 C.B.
89 (see §601.601(d)(2)(ii)(b)). An exam-
ple is included to illustrate this rule.

Effective Dates

These regulations are generally appli-
cable May 22, 2007. In the case of a
governmental plan (as defined in section
414(d)), these regulations apply with re-
spect to plan years beginning on or after
January 1, 2009. In the case of a plan main-
tained pursuant to one or more collective
bargaining agreements that have been rat-
ified and are in effect on May 22, 2007,
these regulations do not apply before the
first plan year that begins after the last
of the agreements terminates determined
without regard to any extension thereof (or,
if earlier, May 22, 2010).

A provision of a plan that re-
sults in the failure of the plan to
satisfy §1.401(a)-1(b)(2) or (3) is a
disqualifying provision described in
§1.401(b)-1(b)(3)(1). Therefore, the
remedial amendment period rules of
§1.401(b)-1 apply. For example, in the
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case of a plan with a calendar plan year
that is maintained by an employer with a
calendar taxable year (and the plan is not
a governmental plan and is not maintained
pursuant to a collective bargaining agree-
ment), the plan’s remedial amendment
period with respect to §1.401(a)-1(b)(2)
and (3) ends on the date prescribed by law
for the filing of the employer’s income tax
return (including extensions) for the 2007
taxable year.

In the case of a plan amendment that
increases the plan’s normal retirement age
pursuant to this regulation, the amendment
may also eliminate a right to an in-ser-
vice distribution prior to the normal re-
tirement age under the plan as amended
without violating section 411(d)(6) if the
amendment is adopted after May 22, 2007,
and on or before the last day of the ap-
plicable remedial amendment period under
§1.401(b)-1 with respect to the require-
ments of §1.401(a)-1(b)(2) and (3). For
purposes of section 1107 of PPA *06, such
an amendment is not made pursuant to PPA
’06 and is not made pursuant to any regu-
lation issued under PPA ’06.

Special Analyses

It has been determined that this Trea-
sury Decision is not a significant regula-
tory action as defined in Executive Or-
der 12866. Therefore, a regulatory assess-
ment is not required. It also has been de-
termined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations,
and because the regulation does not im-
pose a collection of information require-
ment upon small entities, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these reg-
ulations was submitted to the Small Busi-
ness Administration for comment on its
impact on small business.

Drafting Information

The principal authors of these regula-
tions are Christopher A. Crouch (formerly
of the Office of the Division Counsel/As-
sociate Chief Counsel (Tax Exempt and
Government Entities)), Cathy A. Vohs and
Janet A. Laufer of the Office of the Di-
vision Counsel/Associate Chief Counsel
(Tax Exempt and Government Entities).
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However, other personnel from the IRS
and Treasury Department participated in
their development.

O S

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read in part as follows:

Authority: 26 U.S.C. 7805 * * *

Section 1.401(a)-1 also issued under 26
U.S.C.401. * * *

Par. 2. Section 1.401(a)-1 is amended
by:

1. Revising paragraph (b)(1)(i).

2. Adding paragraphs (b)(2), (b)(3),
and (b)(4).

The additions and revision read as fol-
lows:

§1.401(a)-1 Post-ERISA qualified plans
and qualified trusts; in general.

K sk ok ok ok

(b) * * *

(1) * % *

(1) In order for a pension plan to be a
qualified plan under section 401(a), the
plan must be established and maintained
by an employer primarily to provide sys-
tematically for the payment of definitely
determinable benefits to its employees
over a period of years, usually for life,
after retirement or attainment of normal
retirement age (subject to paragraph (b)(2)
of this section). A plan does not fail to
satisfy this paragraph (b)(1)(i) merely be-
cause the plan provides, in accordance
with section 401(a)(36), that a distribution
may be made from the plan to an employee
who has attained age 62 and who is not
separated from employment at the time of
such distribution.

* ok ok ook ok

(2) Normal retirement age—(i) General
rule. The normal retirement age under a
plan must be an age that is not earlier than
the earliest age that is reasonably represen-
tative of the typical retirement age for the
industry in which the covered workforce is
employed.

June 11, 2007

(ii) Age 62 safe harbor. A normal re-
tirement age under a plan that is age 62 or
later is deemed to be not earlier than the
earliest age that is reasonably representa-
tive of the typical retirement age for the
industry in which the covered workforce is
employed.

(iii) Age 55 to age 62. In the case of
a normal retirement age that is not ear-
lier than age 55 and is earlier than age 62,
whether the age is not earlier than the ear-
liest age that is reasonably representative
of the typical retirement age for the indus-
try in which the covered workforce is em-
ployed is based on all of the relevant facts
and circumstances.

(iv) Under age 55. A normal retirement
age that is lower than age 55 is presumed
to be earlier than the earliest age that is
reasonably representative of the typical re-
tirement age for the industry in which the
covered workforce is employed, unless the
Commissioner determines that under the
facts and circumstances the normal retire-
ment age is not earlier than the earliest
age that is reasonably representative of the
typical retirement age for the industry in
which the covered workforce is employed.

(v) Age 50 safe harbor for qualified
public safety employees. A normal retire-
ment age under a plan that is age 50 or
later is deemed to be not earlier than the
earliest age that is reasonably representa-
tive of the typical retirement age for the
industry in which the covered workforce is
employed if substantially all of the partici-
pants in the plan are qualified public safety
employees (within the meaning of section
72(H)(10)(B)).

(3) Benefit distribution prior to retire-
ment. For purposes of paragraph (b)(1)(i)
of this section, retirement does not include
a mere reduction in the number of hours
that an employee works. Accordingly,
benefits may not be distributed prior to
normal retirement age solely due to a re-
duction in the number of hours that an
employee works.

(4) Effective date. Except as otherwise
provided in this paragraph (b)(4), para-
graphs (b)(2) and (3) of this section are
effective May 22, 2007. In the case of
a governmental plan (as defined in sec-
tion 414(d)), paragraphs (b)(2) and (3) of
this section are effective for plan years be-
ginning on or after January 1, 2009. In
the case of a plan maintained pursuant to
one or more collective bargaining agree-

1389

ments that have been ratified and are in ef-
fect on May 22, 2007, paragraphs (b)(2)
and (3) of this section do not apply before
the first plan year that begins after the last
of such agreements terminate determined
without regard to any extension thereof (or,
if earlier, May 22, 2010). See §1.411(d)-4,
A-12, for a special transition rule in the
case of a plan amendment that increases
a plan’s normal retirement age pursuant to
paragraph (b)(2) of this section.

Par. 3. Section 1.411(d)—4 is amended
by adding Q&A—12 as follows:

§1.411(d)—4 Section 411(d)(6) protected
benefits.

kock ok sk ok

Q-12. Is there a transition period dur-
ing which a plan is permitted to eliminate a
right to in-service distributions in connec-
tion with an amendment to ensure that the
plan’s normal retirement age satisfies the
requirements of §1.401(a)-1(b)(2)?

A-12. (a) In general. A plan amend-
ment that changes the normal retirement
age under the plan to a later normal retire-
ment age pursuant to §1.401(a)-1(b)(2)
does not violate section 411(d)(6) merely
because it eliminates a right to an in-ser-
vice distribution prior to the amended
normal retirement age. However, this
paragraph does not provide relief from
any other applicable requirements; for
example, this relief does not permit the
amendment to violate section 411(a)(9)
(requiring that the normal retirement ben-
efit not be less than the greater of any
early retirement benefit payable under
the plan or the benefit under the plan
commencing at normal retirement age),
section 411(a)(10) (if the amendment
changes the plan’s vesting rules), section
411(d)(6) (other than elimination of the
right to an in-service distribution prior to
the amended normal retirement age), or
section 4980F (relating to an amendment
that reduces the rate of future benefit ac-
crual). This paragraph only applies to a
plan amendment that is adopted after May
22, 2007, and on or before the last day of
the applicable remedial amendment period
under §1.401(b)-1 with respect to the re-
quirements of §1.401(a)-1(b)(2) and (3).

(b) Example. The following example

illustrates the application of this section:
(i) Facts. (A) Plan A is a defined benefit plan in-

tended to be qualified under section 401(a). Plan A

is maintained by a calendar year taxpayer and has a
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normal retirement age that is age 45. For employ-
ees who cease employment before normal retirement
age with a vested benefit, Plan A permits benefits to
commence at any date after the attainment of nor-
mal retirement age through attainment of age 701/2
and provides for benefits to be actuarially increased
to the extent they commence after normal retirement
age. For employees who continue employment after
attainment of normal retirement age, Plan A provides
for benefits to continue to accrue and permits benefits
to commence at any time, with an actuarial increase
in benefits to apply to the extent benefits do not com-
mence after normal retirement age. Age 45 is an age
that is earlier than the earliest age that is reasonably
representative of the typical retirement age for the in-
dustry in which the covered workforce is employed.

(B) On February 18, 2008, Plan A is amended,
effective May 22, 2007, to change its normal retire-
ment age to the later of age 65 or the fifth anniver-
sary of participation in the plan. The amendment pro-
vides full vesting for any participating employee who
is employed on May 21, 2007, and who terminates
employment on or after attaining age 45. The amend-
ment provides employees who cease employment be-
fore the revised normal retirement age and who are
entitled to a vested benefit with the right to be able
to commence benefits at any date from age 45 to age
701/2. The plan amendment also revises the plan’s
benefit accrual formula so that the benefit for prior
service (payable commencing at the revised normal
retirement age or any other age after age 45) is not
less than would have applied under the plan’s for-
mula before the amendment (also payable commenc-
ing at the corresponding dates), based on the benefit
accrued on May 21, 2007, and provides for service
thereafter to have the same rate of future benefit ac-
crual. Thus, for any participant employed on May 21,
2007, with respect to benefits accrued for service af-
ter May 21, 2007, the amount payable under the plan
(as amended) at any benefit commencement date af-
ter age 45 is the same amount that would have been
payable at that benefit commencement date under the
plan prior to amendment. The plan amendment also
eliminates the right to an in-service distribution be-
tween age 45 and the revised normal retirement age.
Plan A has been operated since May 22, 2007, in con-
formity with the amendment adopted on February 18,
2008.

(ii) Conclusion. The plan amendment does not
violate section 411(d)(6). Although the amendment
eliminates the right to commence benefits in-service
between age 45 and the revised normal retirement
age, the amendment is made before the last day of
the remedial amendment period applicable to the plan
under §1.401(b)-1 with respect to the requirements of
§1.401(a)-1(b)(2) and (3), and therefore the amend-
ment is permitted under paragraph (a) of this A—12.
Further, the amendment does not result in a reduction
in any benefit for service after May 22, 2007. Thus,
the amendment does not result in a reduction in any
benefit for future service, and advance notice of a sig-
nificant reduction in the rate of future benefit accrual
is not required under section 4980F.

Kevin M. Brown,
Deputy Commissioner for
Services and Enforcement.
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Approved May 9, 2007.

Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on May 21, 2007,

8:45 a.m., and published in the issue of the Federal Register
for May 22, 2007, 72 F.R. 28604)

Section 1221.—Capital
Asset Defined

26 CFR 1.1221-1: Meaning of terms.
(Also §§ 197, 1231, 1241, 1245, 1253; 1.1241-1.)

Cancellation of  distributorship
agreement. This ruling holds that the
cancellation of an agreement to distribute
a manufacturer’s products may be a sale
or exchange of property. The gain may be
capital gain or treated as capital gain and
may be subject to recapture.

Rev. Rul. 2007-37
ISSUE

1. Is the cancellation of a distributor
agreement between a manufacturer and a
distributor of the manufacturer’s products
a sale or exchange of property?

2. Is any resulting gain to the distributor
capital gain or treated as capital gain?

FACTS

X manufactures automobile N. X sells
N through a network of automobile dis-
tributors with which X enters into distrib-
utor agreements. The distributor agree-
ments generally provide that a distributor
may sell N within a prescribed geographic
area and may renew the agreement as long
as the distributor performs according to the
agreement.

In 1994, A entered into a distributor
agreement with X to sell N. The amount of
A’s payment to X for the agreement is not
contingent on the productivity, use, or dis-
position of the right to sell N, but rather is a
fixed sum. Since then, A has been contin-
uously engaged in the trade or business of
selling N. A makes a substantial capital in-
vestment in its distributorship as reflected
in the cost of its N inventory.

X plans to discontinue production of N
in 2007, and offers payments to distrib-
utors to cancel their N distributor agree-
ments. In 2007, A accepts X’s payment

1390

of $40x in cancellation of its N distributor
agreement with X. A’s basis in the distrib-
utor agreement is $10x. A has no section
1231 losses.

LAW

Section 1241 of the Internal Revenue
Code provides that amounts received by
a distributor of goods for the cancellation
of a distributor agreement in which the
distributor has a substantial capital invest-
ment are amounts received in exchange for
the agreement. Section 1.1241-1(b) of the
Income Tax Regulations defines “cancel-
lation” of a distributor agreement as a ter-
mination of all the contractual rights of a
distributor with respect to a particular dis-
tributorship, other than by the expiration of
the agreement in accordance with its terms.

Section 1.1241-1(c) provides that
§ 1241 applies to a distributor agreement
only if (i) it is for marketing or marketing
and servicing of goods, (ii) the distributor
has made a substantial capital investment
in the distributorship, and (iii) the capital
investment is reflected in physical assets
such as inventories of tangible goods,
equipment, machinery, storage facilities,
or similar property.

Section 1221 defines “capital asset”
as property held by the taxpayer, whether
or not it is connected with the taxpayer’s
trade or business. However, property used
in a taxpayer’s trade or business and of a
character that is subject to the allowance
for depreciation provided in § 167 is not a
capital asset. Section 1221(a)(2).

Under § 1231, gain from the sale or
exchange of property that is not a capi-
tal asset may be treated as capital gain if
the property is used in the trade or busi-
ness, is held for more than one year, and
is property of a character subject to the
allowance for depreciation under § 167.
If a taxpayer has a net gain for a taxable
year from sales or exchanges of property
used in the trade or business as defined in
§ 1231(b) (as well as from certain involun-
tary conversions of property), each gain or
loss from such sales or exchanges is treated
under § 1231(a)(1) as a long-term capital
gain or loss. If a net loss results, each
gain or loss is treated under § 1231(a)(2)
as not arising from the sale or exchange
of a capital asset. Generally, the result
of the operation of § 1231 in a taxable
year is to give the taxpayer the benefit of
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long-term capital gains treatment on net
gains and ordinary loss treatment on net
losses. However, § 1231(c) provides that
the net section 1231 gain for any taxable
year is treated as ordinary income to the
extent of the taxpayer’s non-recaptured net
section 1231 losses for the five most recent
preceding taxable years.

Since section 1231 gain includes gain
from the sale or exchange of property of
a character subject to an allowance for de-
preciation under § 167, section 1231 gain
may be subject to recapture under § 1245.
Section 1245 provides for recapture of de-
preciation and amortization if the property
sold or exchanged is section 1245 property.
Section 1245 property includes any per-
sonal property, including intangible per-
sonal property, of a character subject to the
allowance for depreciation under § 167.
See § 1245(a)(3)(A) and § 1.1245-3(b)(2).

Franchises subject to § 197

Under § 197(f)(7), property that is an
“amortizable section 197 intangible” is
treated as property of a character sub-
ject to the allowance for depreciation
under § 167. An “amortizable section
197 intangible” is any section 197 in-
tangible that is acquired by the taxpayer
on or after the effective date of § 197
(in general, August 11, 1993; or July
26, 1991, if there is a valid retroac-
tive election under § 1.197-1T) and is
held in connection with the conduct of a
trade or business. Section 197(c)(1) and
§ 13261(g)(2) of Pub. L. No. 103-66.
Under § 197(d)(1)(F), a “section 197
intangible” includes any franchise, trade-
mark, or trade name. Section 197(f)(4)
defines the term “franchise” by reference
to § 1253(b)(1), which provides that a
franchise includes an agreement that gives
the right to sell goods within a specified
area.

Since an amortizable section 197 intan-
gible, including a franchise, is property of
a character subject to an allowance for de-
preciation under § 167, itis not a capital as-
set for purposes of § 1221. However, if an
amortizable section 197 intangible is used
in a trade or business and held for more
than one year, gain or loss on its sale or
exchange generally qualifies as a section
1231 gain or loss. Similarly, an amortiz-
able section 197 intangible is section 1245
property and any section 1231 gain from
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the sale or exchange of an amortizable sec-
tion 197 intangible may be subject to re-
capture under § 1245.

Franchises acquired on or after January
1, 1970, and before the effective date of
§ 197

Whether a franchise acquired on or af-
ter January 1, 1970 (the effective date of
§ 1253), and before the effective date of
§ 197, is a capital asset under § 1221 or sec-
tion 1231(b) property depends on whether
the franchise is amortizable under § 1253
and whether, because of such amortization,
it is property of a character subject to the
allowance for depreciation under § 167.
For this purpose, the relevant provisions of
§ 1253 are those in effect before its amend-
ment in 1993, and references to § 1253 in
this section of this revenue ruling are to the
provisions in effect before its 1993 amend-
ment.

In general, intangible assets acquired
before the effective date of § 197 could
be amortized only if they had a limited
useful life, the length of which could be
estimated with reasonable accuracy. Sec-
tion 1.167(a)-3. Although franchises in
many cases have indefinite useful lives,
§ 1253 allowed the cost of franchises in
which the transferor retained any signif-
icant power, right, or continuing interest
to be either deducted in the taxable year
paid or amortized over a specified pe-
riod of time. Section 1253(d)(1), which
was not affected by the 1993 amendment,
provides that a purchaser of a franchise
may deduct certain contingent payments
under § 162(a). Section 1253(d)(2) pro-
vided that payments not deductible under
§ 1253(d)(1) were recoverable over a pe-
riod of time that depended on whether the
payments were made in a lump sum, in
approximately equal installments over a
specified period, or under another payment
arrangement. For transfers after October
2, 1989, § 1253(d)(2) did not apply if the
transfer of the franchise involved principal
payments in excess of $100,000, but the
taxpayer could elect under § 1253(d)(3)
to recover the cost of the franchise rat-
ably over a 25-year period beginning with
the taxable year of the transfer. Thus, al-
though § 1253 did not explicitly provide
that a franchise was treated as property of
a character subject to the allowance for
depreciation, it permitted acquisition costs
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to be amortized as if the franchise had a
limited useful life.

Property amortizable under provisions
of the Code other than § 167 has been held
to be “property of a character which is sub-
ject to the allowance for depreciation un-
der § 1677 and § 1231(b) property. See
Tom F. Baker v. Commissioner, 38 T.C. 9
(1962); McEnery v. Commissioner, T.C.
Memo. 1967-213. “It has long been es-
tablished that an amortizable item is ‘of
a character subject to depreciation’ as re-
quired under § 1231(b).” Estate of Shea v.
Commissioner, 57 T.C. 15, 23 (1971), acq.
1973-2 C.B. 3. Therefore, property that
was amortizable under § 1253 is properly
treated as property of a character subject to
the allowance for depreciation under § 167
and as section 1231(b) property rather than
a capital asset.

The amortizable character of franchises
transferred during the period between
1969 and the effective date of § 197 also
determines their proper treatment for pur-
poses of § 1245. For transfers after Octo-
ber 2, 1989, § 1245(a)(2)(C) provided that
deductions allowable under § 1253(d)(2)
or (d)(3) were treated as deductions for
amortization for purposes of § 1245, and
§ 1245(a)(3) provided that property sub-
ject to the allowance for amortization in
§ 1253(d)(2) or (d)(3) was section 1245
property. The legislative history relating
to the 1989 amendments of section 1245
and 1253 stated that no inference was in-
tended as to the recapture requirements of
prior law. As noted above, however, under
the prior law the cost of a franchise was
amortizable under § 1253(d)(2), including
in cases in which the principal payments
exceeded $100,000. As is the case for pur-
poses of § 1231, any franchise the cost of
which was amortized under § 1245(d)(2)
is properly treated for purposes of § 1245
as property of a character subject to the
allowance for depreciation under § 167.
Accordingly, such a franchise is section
1245 property.

Therefore, a distributor agreement ac-
quired after 1969 and before the effective
date of § 197, for a fixed payment, includ-
ing a fixed sum payable in a series of ap-
proximately equal payments, is amortiz-
able under § 1253 and is treated as property
of a character subject to the allowance for
depreciation in § 167. Because it is prop-
erty of a character subject to the allowance
for depreciation, it is not a capital asset,
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but gain from the sale or exchange of such
property may be treated as capital gain un-
der § 1231 and may be subject to recapture
under § 1245.

Franchises acquired before January 1,
1970

A distributor agreement entered into
before January 1, 1970 (the effective date
of § 1253), is not amortizable, is not
property of a character subject to the al-
lowance for depreciation in § 167, and
is a capital asset under § 1221. See Rev.
Rul. 55-374, 1955-1 C.B. 370; Rev. Rul.
88-24, 1988-1 C.B. 306.

ANALYSIS

In the present case, A’s distributor
agreement with X is for the marketing
of goods, and A has made a substantial
investment of capital in the distributorship
as reflected in A’s inventory value. The
cancellation did not occur by reason of the
expiration of the agreement in accordance
with its terms and the cancellation termi-
nates all of A’s rights to sell product N.
Therefore, §1241 applies to the cancella-
tion of the agreement and X’s payment to
A in cancellation of A’s distributor agree-
ment is treated as an amount received in
exchange for the agreement.

A’s distributor agreement gives A the
right to sell N within a specific geographic
area. Therefore, the agreement is a fran-
chise under § 1253(b)(1). A entered into
the distributor agreement after August 10,
1993, and holds it in connection with the
conduct of a trade or business. Thus, the
distributor agreement is an “amortizable
section 197 intangible” and property of a
character subject to the allowance for de-
preciation provided in § 167, and is not a
capital asset. A’s gain of $30x from the
payment for the cancellation of the distrib-
utor agreement qualifies under § 1231 as
long-term capital gain, subject to recapture
under § 1245 and recharacterization under
§ 1231(c).

If A had entered into the distributor
agreement with X after 1969, but before
the effective date of § 197, gain from the
cancellation of the agreement would simi-
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larly qualify for § 1231 treatment. Because
A paid X a fixed amount for the distributor
agreement, the agreement would be amor-
tizable under § 1253, and as a result would
be property of a character that is subject to
an allowance for depreciation under § 167.
The $30x gain from the cancellation would
be treated as long-term capital gain under
§ 1231, subject to any applicable recapture
under § 1245 and recharacterization under
§ 1231(c).

If A had entered into the distributor
agreement with X before 1970, the agree-
ment would be a capital asset and the $30x
gain from the cancellation would be capi-
tal gain.

HOLDING

1. The cancellation of a distributor
agreement between a manufacturer and a
distributor of the manufacturer’s products
is a sale or exchange of property if the dis-
tributor has made a substantial capital in-
vestment in the distributorship and the in-
vestment is reflected in physical assets.

2. Any resulting gain to the distributor
is capital gain if the agreement is a capital
asset. The gain is section 1231 gain and
may be treated as capital if the agreement
is property of a character subject to the al-
lowance for depreciation under § 167. For
this purpose, property is treated as being of
such a character if it is amortizable under
§ 197 or § 1253. The section 1231 gain
may be subject to recapture under § 1245.

DRAFTING INFORMATION

The principal author of this revenue
ruling is Maxine Woo-Garcia of the Of-
fice of Associate Chief Counsel (Income
Tax & Accounting). For further informa-
tion regarding this revenue ruling, con-
tact Ms. Woo-Garcia at (202) 622-7900
(not a toll-free call).

Section 1231.—Property
Used in the Trade or
Business and Involuntary
Conversions

Gain to a distributor from the cancellation of an
agreement to distribute a manufacturer’s products is
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section 1231 gain and may be treated as capital if the
agreement is property of a character subject to the al-
lowance for depreciation under section 167. For this
purpose, property is treated as being of such a char-
acter if it is amortizable under section 197 or section
1253. See Rev. Rul. 2007-37, page 1390.

Section 1241.—Cancella-
tion of Lease or Distrib-
utor’'s Agreement

26 CFR 1.1241-1: Cancellation of lease or distribu-

tor’s agreement.

The cancellation of a distributor agreement be-
tween a manufacturer and a distributor of the manu-
facturer’s products is a sale or exchange of property
if the distributor has made a substantial capital in-
vestment in the distributorship and the investment is
reflected in physical assets. See Rev. Rul. 2007-37,
page 1390.

Section 1245.—Gain From
Dispositions of Certain
Depreciable Property

Gain to a distributor from the cancellation of an
agreement to distribute a manufacturer’s products is
section 1231 gain and may be treated as capital if the
agreement is property of a character subject to the al-
lowance for depreciation under section 167. For this
purpose, property is treated as being of such a char-
acter if it is amortizable under section 197 or section
1253. The section 1231 gain may be subject to re-
capture under section 1245. See Rev. Rul. 2007-37,
page 1390.

Section 1253.—Transfers
of Franchises, Trademarks,
and Trade Names

Gain to a distributor from the cancellation of an
agreement to distribute a manufacturer’s products is
section 1231 gain and may be treated as capital if the
agreement is property of a character subject to the
allowance for depreciation under section 167. For
this purpose, property is treated as being of such a
character if it is amortizable under section 1253. See
Rev. Rul. 2007-37, page 1390.
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Part lll. Administrative, Procedural, and Miscellaneous

Deductibility of Lodging
Expenses

Notice 2007-47
PURPOSE

This notice advises taxpayers that the
Internal Revenue Service and the Depart-
ment of the Treasury intend to amend regu-
lations under § 262 of the Internal Revenue
Code relating to the deductibility of lodg-
ing expenses.

BACKGROUND

Section 162(a) allows as a deduction
all the ordinary and necessary business ex-
penses paid or incurred during the taxable
year in carrying on any trade or business.
Section 162(a)(2) provides that expenses
deductible under § 162(a) include travel-
ing expenses (including lodging expenses
that are not lavish or extravagant under the
circumstances) while away from home in
the pursuit of a trade or business.

Section 262(a) provides generally that
no deduction is allowed for personal, liv-
ing, or family expenses.

Section 1.262-1(b)(5) of the Income
Tax Regulations provides that the costs of
ataxpayer’s lodging not incurred in travel-
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ing away from home are personal expenses
and are not deductible unless they qualify
as deductible expenses under § 217.

Under § 1.132-5(a) of the Income Tax
Regulations, the value of a working condi-
tion fringe is not included in the gross in-
come of an employee. A “working condi-
tion fringe” is any property or service pro-
vided to an employee of an employer to the
extent that, if the employee paid for the
property or service, the amount would be
allowable as a deduction under § 162 or
167.

INTERIM GUIDANCE

The Service and the Department of the
Treasury expect to amend § 1.262—-1(b)(5)
to provide that the costs of a taxpayer’s
lodging not incurred in traveling away
from home are personal expenses and are
not deductible unless they qualify as de-
ductible expenses under § 162 or 217.

Pending the issuance of additional pub-
lished guidance, the Service will not apply
§ 1.262-1(b)(5) to expenses for lodging of
an employee not incurred while the em-
ployee is traveling away from home that
an employer provides to the employee, or
requires the employee to obtain, under the
following conditions:

(1) The lodging is on a temporary basis;
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(2) The lodging is necessary for the em-
ployee to participate in or be available for
a bona fide business meeting or function of
the employer; and

(3) The expenses are otherwise de-
ductible by the employee, or would be
deductible if paid by the employee, under
§ 162(a).

This issue will not be raised in any taxable
year ending on or before publication of
the guidance and, if already raised as an
issue in examination or before the Office
of Appeals or the Tax Court in a taxable
year ending on or before May 23, 2007, the
issue will not be pursued by the Service.

DRAFTING INFORMATION

The principal author of this notice is
R. Matthew Kelley of the Office of the As-
sociate Chief Counsel (Income Tax & Ac-
counting). For further information con-
cerning this notice, contact Mr. Kelley at
(202) 622-7900 (not a toll-free call).
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Part IV. Items of General Interest

Notice of Proposed
Rulemaking

Dependent Child of Divorced
or Separated Parents or
Parents Who Live Apart

REG-149856-03

AGENCY: Internal
(IRS), Treasury.

Revenue Service

ACTION: Notice of proposed rulemaking.

SUMMARY: This document contains pro-
posed regulations relating to a claim that
a child is a dependent by parents who are
divorced, legally separated under a decree
of separate maintenance, separated under
a written separation agreement, or who
live apart at all times during the last 6
months of the calendar year. The proposed
regulations reflect amendments under the
Working Families Tax Relief Act of 2004
(WFTRA) and the Gulf Opportunity Zone
Act of 2005 (GOZA).

DATES: Written or electronic comments
or a request for a public hearing must be
received by July 31, 2007.

ADDRESSES: Send submissions to
CC:PA:LPD:PR (REG-149856-03), room
5203, Internal Revenue Service, POB
7604, Ben Franklin Station, Washing-
ton, DC 20044. Submissions may be
hand-delivered Monday through Friday
between the hours of 8 am. and 4 p.m.
to CC:PA:LPD:PR (REG-149856-03),
Courier’s Desk, Internal Revenue Service,
1111 Constitution Avenue, NW, Wash-
ington, DC. Alternatively, taxpayers may
submit comments electronically via the
IRS internet site via the Federal eRule-
making Portal at www.regulations.gov
(indicate IRS and REG-149856-03).

FOR  FURTHER INFORMATION
CONTACT: Concerning the proposed
regulations,  Victoria Driscoll (202)
622-4920; concerning the submission
of comments and/or a request for a hear-
ing, Regina Johnson (202) 622-3175 (not
toll-free numbers).
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SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The IRS and the Department of the
Treasury, as part of their continuing efforts
to reduce paperwork and respondent bur-
den, invite the general public to comment
on proposed and/or continuing collections
of information in accordance with the Pa-
perwork Reduction Act of 1995 (PRA)
(44 U.S.C. 3506(c)(2)(A)). This helps to
ensure that requested data are provided in
the desired format, reporting burden (time
and financial resources) is minimized, col-
lection instruments are clearly understood,
and the impact of collection requirements
on respondents is properly assessed. The
IRS and the Department solicit comments
on the information collection request
(ICR) included in this proposed regula-
tory action. A copy of the ICR may be
obtained by contacting the OMB Unit,
SE:W:CAR:MP:T:T:SP, Internal Revenue
Service, Room 6406, 1111 Constitution
Ave., NW, Washington, DC 20224.

The collection of information in this
proposed rule is being reviewed by the Of-
fice of Management and Budget (OMB)
in accordance with the Paperwork Reduc-
tion Act of 1995 in connection with OMB
Control Number 1545-0074. This con-
trol number is assigned to all information
collections associated with individual tax
returns (series 1040 and associated forms
and schedules, and related regulatory in-
formation collections). Information col-
lections associated with control number
1545-0074 are subject to annual public
comment and approval by OMB in accor-
dance with the Paperwork Reduction Act.

The collection of information in these
proposed regulations is in §1.152-4(d).
The information will help the IRS deter-
mine if a taxpayer may claim a child as a
dependent when the parents of the child
are divorced or separated or lived apart
at all times during the last six months
of a calendar year. The collection of in-
formation is required to obtain a benefit.
The information will be reported on IRS
Form 8332. The time needed to complete
and file this form will vary depending on
individual circumstances. The estimated
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burden for individual taxpayers filing this
form is included in the estimates shown in
the instructions for their individual income
tax return.

The public is invited to provide com-
ments on this information collection, par-
ticularly comments that:

Evaluate whether the proposed collec-
tion of information is necessary for the
proper performance of the functions of the
IRS, including whether the information
will have practical utility;

Evaluate the burden of the proposed
collection of information, including how
the burden on those who are to respond
may be minimized, including through the
use of appropriate automated, electronic,
mechanical, or other technological collec-
tion techniques or other forms of informa-
tion technology, such as permitting elec-
tronic submission of responses; and

Enhance the quality, utility, and clarity
of the information to be collected.

Comments should be sent to the Of-
fice of Information and Regulatory Af-
fairs, OMB, Room 10235, New Executive
Office Building, Washington, DC 20503;
Attention: Desk Officer for the Depart-
ment of the Treasury. Comments may be
submitted through July 2, 2007.

Background

This document contains proposed
amendments to 26 CFR part 1 relating
to section 152(e) and the entitlement of
divorced or separated parents or parents
who live apart at all times during the last
6 months of the calendar year to claim a
child as a dependent.

Under section 151, a taxpayer may
deduct an exemption amount for a de-
pendent. Section 152, as amended by
section 201 of WFTRA (Public Law No.
108-311, 118 Stat. 1166), defines depen-
dent in general as a qualifying child or a
qualifying relative.

Section 152(c), which defines qual-
ifying child, states that the qualifying
child must have the same principal place
of abode as the taxpayer for more than
one-half of the taxable year. Section
152(c)(1)(B). Section 152(c)(4)(B) pro-
vides that, if both parents of a child claim
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the child as a qualifying child and do
not file a joint return together, the child is
treated as the qualifying child of the parent
with whom the child resides for the longer
period of time during the taxable year. If
the child resides with both parents for an
equal amount of time during the taxable
year, the child is treated as the qualify-
ing child of the parent with the higher
adjusted gross income. As part of the
definition of a qualifying relative, section
152(d)(1)(C) requires that the taxpayer
provide over one-half of the individual’s
support for the calendar year. The princi-
pal place of abode requirement of section
152(c)(1)(B), the tie-breaking rule of sec-
tion 152(c)(4)(B), and the support rule
of section 152(d)(1)(C), do not apply if
section 152(e) applies.

Section 152(e), which was amended by
section 404 of GOZA (Public Law No.
109-135, 119 Stat. 2577), provides rules
for parents who (1) are divorced or legally
separated under a decree of divorce or sep-
arate maintenance, (2) are separated un-
der a written separation agreement, or (3)
live apart at all times during the last 6
months of the calendar year. Under sec-
tion 152(e)(1), a child of parents described
in section 152(e) is treated as the qualify-
ing child or qualifying relative of the non-
custodial parent if the child receives over
one-half of the child’s support during the
calendar year from the child’s parents, the
child is in the custody of one or both of the
child’s parents for more than one-half of
the calendar year, and the requirements of
section 152(e)(2) or section 152(e)(3) are
met.

The requirements of section 152(e)(2)
are met if the custodial parent signs a writ-
ten declaration that the custodial parent
will not claim a child as a dependent for
a taxable year and the noncustodial parent
attaches the declaration to the noncusto-
dial parent’s tax return. The requirements
of section 152(e)(3) are met if a qualified
pre-1985 instrument allocates the depen-
dency exemption to the noncustodial par-
ent and the noncustodial parent provides at
least $600 for the support of the child dur-
ing the calendar year.

Section 152(e)(4) defines custodial
parent as the parent having custody for the
greater portion of the calendar year and
noncustodial parent as the parent who is
not the custodial parent.
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If a child is treated as the qualifying
child or qualifying relative of the noncus-
todial parent under section 152(e), then
that parent may claim the child for pur-
poses of the dependency deduction under
section 151 and the child tax credit un-
der section 24, if the other requirements of
those provisions are met. Whether a child
is a qualifying child for purposes of head
of household filing status, the child and de-
pendent care credit, or the earned income
credit, is determined without regard to sec-
tion 152(e). See sections 2(b)(1)(A)(i)
(head of household), 21(e)(5) (dependent
care credit), and 32(c)(3) (earned income
credit).

The special rule of section 152(e)(1)
for parents living apart during the last six
months of the calendar year was added
by section 423(a) of the Deficit Reduc-
tion Act of 1984 (Public Law No. 98-369,
98 Stat. 494) (the 1984 Act). The 1984
Act also amended the exceptions in sec-
tion 152(e)(2). Regulations under sec-
tion 152(e)(1) and (2) (§1.152—4 of the In-
come Tax Regulations) were published on
March 20, 1971, and amended on October
15, 1971, and August 20, 1979. Tempo-
rary regulations reflecting the amendments
made by the 1984 Act (§1.152-4T) were
published on August 31, 1984.

Explanation of Provisions

These proposed regulations update
§1.152—-4 by deleting obsolete provisions,
revising language to improve clarity, and
incorporating the provisions of §1.152—4T.
The proposed regulations also provide
guidance on issues that have arisen in the
administration of section 152(e).

1. Definition of Custodial Parent

Under the proposed regulations, the
custodial parent is the parent with whom
the child resides for the greater number
of nights during the calendar year. The
noncustodial parent is the parent who is
not the custodial parent. The proposed
regulations further provide that, if a child
is temporarily absent from a parent’s home
for a night, the child is treated as resid-
ing with the parent with whom the child
would have resided for the night. How-
ever, if the child resides with neither parent
for a night, for example because another
party is entitled to custody of the child
for that night, the child is treated as not
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residing with either parent for that night.
Comments are requested specifically on
alternative methods of allocating nights
when a child resides with neither parent
and whether nights residing with neither
parent should not be allocated to either
parent. The proposed regulations provide
a tie-breaking rule that, if a child resides
with each parent for an equal number of
nights during the calendar year, the parent
with the higher adjusted gross income for
the calendar year is treated as the custodial
parent. Cf. section 152(c)(4)(B).

Sections 151 and 152, not state law, de-
termine whether a divorced or separated
parent may claim an exemption for a child
for Federal income tax purposes. A state
court order or decree does not operate to al-
locate the federal exemption between par-
ents.

2. Requirements for Release of the Right
to Claim a Child

Section 152(e)(2) provides that a cus-
todial parent may release a claim to an
exemption for a child by signing a writ-
ten declaration (in such form and manner
as the Secretary may prescribe by regu-
lations) that he or she will not claim the
child as a dependent. The noncustodial
parent must attach the written declaration
to the tax return to claim a dependency ex-
emption for the child. Section 1.152-4T,
Q&A-3, states that the written declara-
tion may be made on a form developed by
the IRS. Form 8332, Release of Claim to
Exemption for Child of Divorced or Sep-
arated Parents, currently is used for this
purpose. The temporary regulations fur-
ther provide that any declaration not made
on that form must conform to the substance
of the form. Section 1.152-4T, Q&A-4,
states that a claim to an exemption may be
released for a single year, for a number of
years, or for all future years, as specified
in the declaration.

The proposed regulations incorporate
these rules and further provide that a writ-
ten declaration must include an uncondi-
tional statement that the custodial parent
will not claim the child as a dependent for
the specified year or years. A statement
is unconditional if it does not expressly
condition the custodial parent’s waiver of
the right to claim the child as a dependent
on the noncustodial parent’s meeting of an
obligation such as the payment of support.

2007-24 |.R.B.



The written declaration must specify the
year or years for which the release is ef-
fective. A written declaration that does
not specify a year or years has no effect.
A written declaration that specifies all fu-
ture years is treated as specifying the first
taxable year after the taxable year the re-
lease is executed and all subsequent tax-
able years. A court order or decree may not
serve as the written declaration required by
section 152(e)(2).

3. Revocation of Release of Claim

The proposed regulations provide that
a custodial parent who released the right to
claim a child may revoke the release for fu-
ture taxable years by providing written no-
tice of the revocation to the other parent.
The revocation may be made on a form
designated by the IRS, such as Form 8332,
which may be revised for this purpose, or
by a written declaration that conforms to
the substance of that form, whether or not
the release was made on the form, and must
specify the year or years for which the re-
vocation is effective. A revocation that
does not specify a year or years has no ef-
fect. A revocation that specifies all future
years is treated as specifying the first tax-
able year after the taxable year the revoca-
tion is executed and all subsequent taxable
years. The revocation may be effective no
earlier than the taxable year that begins in
the first calendar year after the calendar
year in which the parent revoking the re-
lease provides notice of the revocation to
the other parent. The parent revoking the
release must attach the original or a copy of
the revocation to the parent’s tax return for
any taxable year the parent claims the ex-
emption as a result of the revocation, and
keep a copy of the revocation and evidence
of delivery of written notice of revocation
to the noncustodial parent.

4. Never Married Parents

In King v. Commissioner, 121 T.C. 24
(2003), the United States Tax Court de-
cided that section 152(e) applies to parents
who had never married each other. The
parents lived apart for the years at issue,
and each had claimed a dependency de-
duction for the same child. In conclud-
ing that the Form 8332 executed by the
custodial parent released her claim to the
deduction, the court determined that sec-
tion 152(e)(1)(A)(iii), which refers to par-
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ents who “live apart at all times during the
last 6 months of the calendar year,” en-
compasses both married parents and par-
ents who never married each other. The
proposed regulations follow the decision
in King v. Commissioner.

5. Effective Date

The regulations are proposed to apply to
taxable years beginning after the date the
regulations are published as final regula-
tions in the Federal Register.

Special Analyses

This notice of proposed rulemaking is
not a significant regulatory action as de-
fined in Executive Order 12866. There-
fore, a regulatory assessment is not re-
quired. It has also been determined that
section 553(b) of the Administrative Pro-
cedure Act (5 U.S.C. chapter 5) does not
apply to these regulations and, because
the regulations do not impose a collec-
tion of information on small entities, the
Regulatory Flexibility Act (5 U.S.C. chap-
ter 6) does not apply. Pursuant to section
7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Comments and Requests for a Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed origi-
nal and eight (8) copies) or electronic com-
ments that are submitted timely to the IRS.
The IRS and Treasury Department request
comments on the clarity of the proposed
regulations and how they can be made eas-
ier to understand. All comments will be
available for public inspection and copy-
ing. A public hearing may be scheduled
if requested in writing by any person who
timely submits written comments. If a
public hearing is scheduled, notice of the
date, time, and place for the public hearing
will be published in the Federal Register.

Drafting Information

The principal author of these regula-
tions is Victoria J. Driscoll of the Office
of Associate Chief Counsel (Income Tax
and Accounting). However, other person-
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nel from the IRS and Treasury Department
participated in their development.
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Proposed Amendment to the
Regulations

Accordingly, 26 CFR part 1 is proposed
to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry to
read in part as follows:

Authority: 26 U.S.C. 7805 * * *

§1.152—4 also issued under 26 U.S.C.
152(e).

Par. 2. Section 1.152—4 is revised to
read as follows:

§1.152—4 Special rule for a child of
divorced or separated parents or parents
who live apart.

(a) In general. A taxpayer may claim
a dependency deduction for a child (as de-
fined in section 152(f)(1)) only if the child
is the qualifying child of the taxpayer un-
der section 152(c) or the qualifying rela-
tive of the taxpayer under section 152(d).
Section 152(c)(4)(B) provides that a child
who is claimed as a qualifying child by par-
ents who do not file a joint return together
is the qualifying child of the parent with
whom the child resided for a longer period
of time during the taxable year